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|. BANKING-SECTOR HISTORY AND THE
AGRICULTURAL BANK (AG BANK) BACKGROUND

The Mongoliafinancid system is dominated by commercia banks. Prior to 1990, Mongolia
had a monobanking system administered by the State Bank. The bank performed both
central-bank and commercia banking functions, but its main purpose was to transfer
government resources to public enterprises. When it extended loans, the bank used no due
process of risk assessment, project screening, or selection againgt a reasonable collateral
vaue. In addition, the aggregate credit amount was centraly determined.

In 1991, the monobanking system was replaced by a two-tiered banking system. Five banks
(the Peopl€'s, Insurance, Agriculturd, Indugtria, and Cooperative banks) devolved from the
divested portfolio of the former State Bank, and nine new banks were created. In April 1991,
the Banking Law was passed, establishing the new centra bank, called the Bank of Mongolia
(BOM), and providing licenses for new commercid banks.

Despite the increase in the number of banks, Mongolia' s banking sector was highly
concentrated. In 1994, the five large banks accounted for, on aggregate, 94 percent of total
systemn deposits and 89 percent of total loans, while the small banks, on acombined basis,
had a deposit base smdler than that of the smdlest of the five large banks.

The ownership structure of banks was diverse at thistime, as shown in Table 1, which shows
the status of the country’ s banks as of January 1997. Banks were spun off from the
monobank by granting equity shares to enterprises and cooperatives, which may have later
resold the shares. These banks were then privatized when their owners were privatized.
Because the shares were not purchased, however, shareholders often had little interest in
corporate governance beyond dividends. Therefore, they did not pressure management to
manage assets responsbly as shareholders normaly would.

Since the establishment of Mongolia s two-tiered banking system, severa banks have failed.
Thefirg banking crisis occurred in September 1994, as aresult of insolvency from fraud and
bad loans. The Government of Mongoliaforcibly merged two troubled small banks, the
Cooperative and Selenge banks, with two large banks, the People sand ITI banks, and
provided highly subsidized loansto cover the cost of the mergers.

During this period, the Ag Bank was dso in trouble. It inherited 337 branches and 2,600
employees from the monobank network. Although its shareholders were privetized, it never
operated as a private-sector entity. Branches operated as appendages to loca governments,
with penson and sdary payments made for the government without compensation, and some
amag (provincid) governors continued to make decisons to hire and fire branch managers.
Mogt of the inherited loans were nonperforming, and loans extended after 1991, mostly to
state-owned entities, were not paid back. Political authorities, such as governors and
members of Parliament, were given loans, most of which were extended with the

understanding that they would never be paid out. Generaly, 20 percent of the loan amount
was paid out in bribes, which could be broken down as 10 percent to branch managers and 10
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percent to government authorities. Even nondirected, noncorrupt |oans were a problem
because of alack of credit analyss.

Table 1: Structure of Mongolia’s Commercial Banks, January 1997

Physical Share of Ownership
: State-
Con;’?nekrsmal Established | Offices | Employees | Gov't. Owne_d Private | Individual | Co-ops
Enterprises
Reconstruction | Dec. '96 100.0% | ---
Savings Dec. '96 100.0%
T&D Jan. '91 3 79 100.0% | ---
Tl Nov. '90 74 726 78.8% 21.0% | 0.2%
Agricultural Dec. '91 358 2,590 7.6% 41.3% 0.5% 50.6%
Mongol Post Mar. '93 1 12 11.6% 58.5% 29.9%
Export-Import Jun. '93 1 22 28.6% 71.4%
Industrial Dec. '91 2 28 2.0% 69.7% 26.3% 2.0%
Business Mar. '93 1 10 85.6% 14.4%
Mercury 11.0% 79.7% 8.4% 0.9%
Golomt Jun. '93 1 23
Bayanbogd Oct. '92 1 11 100.0%

Source: BOM, 12/17/96

In the summer of 1996, the banking sector was hit by another criss. Two additiona small
banks were closed down because of insolvency, prompting widespread deposit withdrawals.
Public confidence in the banking system eroded, and the BOM injected volumes of liquidity

in response. In December 1996, the government closed down two more insolvent banks, both
large, the Peoplée’ s and Insurance banks. Also, it enacted two laws, the Central Bank Law and
anew Banking Law. It then crested three new inditutions, the Savings Bank, the
Recongtruction Bank, and the Mongolian Asset Recovery Agency (MARA). The Savings
Bank was established to invest only in safe assets to support its deposits, composed mainly of
retail depogits of the closed banks. The Recongtruction Bank retained dl the performing

loans of the two liquidated banks and lent only to nondefaulting enterprises. MARA, on the
other hand, within three years was to aggressively collect amdl-scae nonviable loansto
individuas. Meanwhile, the BOM signed memoranda of understanding with the owners and
senior management of two other troubled large banks, the Ag Bank and the ITI Bank.

The Ag Bank was deep in losses by 1996. Since 1995, it had been insolvent because it had
been unable to collect itsloans. Investor capitd and US$4.2 million from the Asan
Development Bank covered the losses, however, underlying structural and procedural
problems, such as bad credit, poor corporate governance, and poor accounting practices and
auditing, were never addressed. In addition, the German Technical Cooperation (GTZ)
garted itsloan program through the Ag Bank. 1n 1997, the government paid the Ag Bank
MNT 6.0 billion for past delivery services of pension and sdary. It dso promised to pay
MNT 30 per transaction but never followed through.

In 1998, the next banking crisis began. It continued into 1999 because the government

stopped servicing bonds because of budget problems. The banking sector wasfacing
illiquidity problems, forcing the Savings Bank to becomeilliquid. Because banks were free
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to set their own interest rates for deposits and loans, the Savings Bank raised itsinterest rates,
forcing up dready high rates in the market as awhole. Moreover, in 1998, nonperforming
loans had risen to 41 percent of al loans.

Meanwhile, the Ag Bank, which had not had a profit since 1997, till had not recovered by
thistime. In December 1998, its assetswere MNT 7,738 million, while itsligbilities
exceeded assets by MNT 4,001 million.

In the last quarter of 1998, the government took severa steps to improve the banking sector.
It amended the Banking Law to strengthen the regulatory framework for banks and raised the
minimum capital requirement from MNT 400 million to MNT 1 billion. Thiswas meant to
contract the banking sector, as seven smal banks did not meet the requirement. (The BOM
withdrew the licenses of two of the banks.) Also & thistime, a new accounting standard
became effective, baance sheet disclosure improved, and guiddines for certifying auditing
were made clearer.

Despite these measures, the banking sector was again in turmoil by 1999. Three large banks,
the I TI, the Recongtruction, and the Ag, were dl insolvent. In February, they were placed
under conservatorship, and by the end of the year, the Reconstruction and I T were closed
down. Theliquidation of these banks reduced the Size of the sector by afifth. Prior to the
closedowns, 4 banks out of 12 held 80 percent of tota assets, and the government had stakes
in 9x banks and contralling interest in three: the Savings Bank, the Trade and Development
Bank, and the Ag Bank.

In 1999 and 2000, extremely cold winters caused |osses approximating US$30 million. Asa
result, 8 of 20 banks were liquidated. By thistime, the Ag Bank was again hit by problems.
In 1999, the government fell behind on its penson and sdary payments of MNT 2.3 billion
and caused more liquidity problems for the bank. In February of that year, the bank’s
liquidity retio was -2.6 percent.

The reasons Mongoalid s banking system faced mgor financia crises throughout the 1990s
originated from the problems within the banks and alack of decisve government action. By
the mid-1990s, the banking system experienced significant deterioration because it became
illiquid asawhole. Totd liquid assets (cash, bank reserves, and centra-bank bills) fel from
MNT 13.4 hillion in 1995 to MNT 6.9 hillion in 1996, a 68 percent red decline. Moreover,
banks had more loans than deposits, which was sensaless, especidly considering their
liquidity problems. Money circulating outside the system increased (see Figure 1, bar chart
top right) because of low confidence in the banking system and the rise in aszable unofficia
money market.

Overdl, cash represented alarge share of the money stock. Therefore, it was evident that the
banking system had developed disintermediation. Moreover, public confidence in banks was
very low, as noted above, and depositors kept their money outside of the banking system’s
circulation. Banks were unable to maintain adequate reserves in the centra bank; more and
more, they reied on BOM funding and government deposits. More than 50 percent of the
banking system’ stotal loans outstanding were nonperforming at the end of 1996. Because
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the loan-10ss provision process was very weak in Mongolia, interest continued to accrue on
defaulted loans overdue beyond 12 months. There were dmost no formd write-offs, asthey
were regarded by borrowers and the legd system as arecognition of eimination of the clam
againgt the borrower.

Figure 1: Anatomy of a Banking Crisis, 1991 to 1996

The banking system faced financial Currency in circulation outside the

disintermediation: banking system increased:
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The Ag Bank that operated in this distressed system continued to be one of the troubled
banks. After being taken under the BOM’s conservatorship, its lending was suspended,
operations cut back, and only payment services preserved. Because of itsliquidity problems,
the Ag Bank had problems with payments. By thistime, private shareholders had been
wiped out and the government had assumed full ownership of the bank. All 6,431
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shareholders (56 percent private-sector entities, 33 percent individuds, 8 percent date
entities, and 3 percent Sate joint ventures) had lost their stakesin the bank. A large bank run
had occurred until the government guaranteed depositsin August 1999. Two months later,
the bank was placed under receivership. Therefore, although it kept its doors open, the Ag
Bank had closed dl banking services except for very basic ones. Withdrawas were dlowed
because of the public mistrust, but deposits were very rare.

During thistime, the bank had to cut its branches and employees. All soum (county)

branches nearest to aimag center branches were closed down, 337 branches were reduced to
269 branches, and staffing was reduced from 2,600 to 803. Losses were cut to US$50,000 a
month. (The bank had losses of US$4 million in 1999 and US$300,000 in 2000.) It was
evident that the time had come to decide what to do with the Ag Bank.

Il. RURAL FINANCE AND THE AG BANK

The Ag Bank could have been liquidated like other troubled banks that were closed down in
Mongoliain the 1990s, however, it was the only bank in the country that had branch offices
in most soums. Mongolia has 22 amags, or provinces, which are divided into 320 soums, or
counties, excluding aimag centers. Bank presence in the amagsis generdly limited to three
to five branchesin the aimag centers. The Ag Bank was the soum branch provider, except in
Hovd, Sdlenge, and the three urban aimags, Ulaanbaatar, Darkhan, and Erdenet.

Ulaanbaatar contains athird of Mongalia's

. . . Figure 2: Bank Offices in Rural Areas
population, and its market in the 1990s was g

anet provider of funding for rurd financing
because it was home to the vast mgjority of
al enterprise headquarters. The typica
banking office in rural aress had many Others
small accounts with volumes too small to 22%
cover costs. Because the Ag Bank had
access to most of therural aress, it was
particularly hard-hit by the problems of

having asmall customer base. It had the Agr;::;ra'
largest number of branchesin soums, and 78%
its offices primarily took deposits,

distributed pension checks without any

compensation, and mostly did not lend.
Therefore, despite having an extensve
network throughout Mongolian rurd areas
(see Figure 2) and being the only banking facility in the soums, dmogt dl of the Ag Bank’s
offices lost money.

Source: Ag Bank, 12/31/01

Nonethdless, providing banking services to rurd and remote areas, where amost 70 percent
of Mongolia s population is spread out, was essentid. The rural economy as awhole had
been weak, and smdl and medium-sized enterprises lacked both investment and working
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capitd. Furthermore, there had been no mgjor value-added economic activitiesin rurd aress.
Agriculture and small time trading were the only activities, and al soums produced
essentidly the same products, redtricting their trading. These factors limited economic
growth in these areas, emphasizing the importance of having financid tools in these regions

to support development.

On the other hand, most important for the government, the Ag Bank served the purpose of
delivering pensions and payments in the countryside. At one point, when the bank was
illiquid, the State Socid Insurance Generd Office had conducted a study to determine
whether it could digtribute pensions without the bank’ s network. It turned out that this would
have cost the office alarge amount of money that it could not afford. Therefore, it wasin the
government’ sinterest to recapitaize the bank instead of liquidating it if adequate financid
support for the rural areas was to be assured.

[11. MEMORANDUM OF UNDERSTANDING AND CONTRACT

The United States Agency for Internationad Development (USAID) assisted in assessing the
Ag Bank’s condition, and the Mongolian government began discussions on what to do with
the bank. Various donor organizations, including the World Bank, Japanese Internationd
Cooperation Agency (JCA), and the Asan Deve opment Bank, examined the financia

sector and rurd finance at the end of the 1990s. Because the Ag Bank was near insolvency at
the time, they determined whether recapitalizing it would be the best option. All but one
organization recommended that the bank be liquidated in its entirety or restructured.

Neverthdess, the government decided to recapitalize the bank, which had a nationwide
network to mobilize rural savings and help the rura economy through lending and other
financia services. The governing documents of the recapitaization, restructuring, and
rehabilitation were a memorandum of understanding (MOU) between the government and
the BOM, and a management contract between the bank’s board of directors and the hired
management team provided by Development Alternatives, Inc., (DAI) under the USAID-
funded Economic Policy Support Project. These documents provided a set of safeguards and
could not be easily changed because the World Bank made reforming the Ag Bank a
condition of the former’s Financid Sector Adjustment Credit (FSAC) Program for Mongolia

The MOU, which was signed on June 23, 2000, reflected the World Bank FSAC conditions
gpproved in April 2000. The main objectives were:

? Redoring the Ag Bank’ s ability to provide rurd Mongoliawith financid services,
? Redtoring financid soundness to the Ag Bank; and
? Preparing the Ag Bank to operate independently and be privatized.

Moreover, there were severa conditions for the MOU:

?  The government would recapitdize the bank, with the government and the BOM
depositing MNT 3.4 hillion that would be converted into capitd. The government would
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also issue MNT 4.2 billion in restructuring bonds to annul the negative capitd. Asa
result, this recapitalized successor bank would be wholly owned by the government as
represented by the State Property Committee (SPC).

?  After the government’ s takeover, atime-bound program of rehabilitation would be
ingtituted to accomplish the above objectives. A two-year management contract team of
foreign and local experts would be created to work at the bank.  This management team
would make the Ag Bank commercidly viable and train ateam to take over the bank at
the end of the contract.

?  The government would be ligble to develop and initiate a privetization plan before the
end of the two-year management contract.

The responghbilities of the government included the following:

? Issuing MNT 4.2 billion in restructuring bonds, with a maturity of five years and monthly
interest not less than 70 percent of the centra bank’s bill rate;

?  Paying the bank MNT 600 million for past payment and pension serviceswith MNT 100
million monthly garting from the date of the management contract;

? Deveoping anew charter in line with the new government ownership;

? Appointing a chief executive officer (CEO) and management team to run the bank for not
less than 24 months;

? Appointing afive-member board of directors (BOD) comprising representetives from the
SPC and the Minigtry of Finance, the CEO and the chief operating officer of the bank,
and an individud chairperson; and

? Reviewing the changes with other stakeholders every six months.

The most important part of the arrangement was that during the two-year remediation effort,
the team would report to an independent BOD because the Ag Bank’ s past failures could be
traced to government interference in its business. The BOD was required to ensure that the
government, the owner of the bank, did not interfere in the inditution’s operations. The

board was aso supposed to monitor implementation of the plans and agreements to develop a
new charter. Findly, it was dso responsble for reviewing and approving a new business

plan supportive of a privatization.

The BOM was respons ble not only for monitoring the MOU conditions, but also for
determining whether al rehabilitation steps were in compliance with banking laws and
regulations.

The entire MOU was reviewed and agreed to by the Government of Mongolia, the BOM, the
World Bank, the International Monetary Fund (IMF), the Asian Development Bank, and
USAID. Thedonorsingged that an externd management team be placed in charge of the
bank for atwo-year, time-bound remediation period. USAID ultimately agreed to provide
funds for an outside management contract.
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The management team was responsi ble for implementing plans and agreements, operating
srategy, and business plans, developing a two-year program to take the required
rehabilitation steps; training managersin corporate governance; and improving policies,
procedures, and controls regarding lending, internd controls, auditing, and risk management.
The team was a0 assigned to review and solve information technology—related problems;
create a performance-based compensation plan; control staff and business-unit decisons,
ensure compliance with laws and regulations; and hire afirm to conduct externd audits.

The management contract was drawn up to be effective for two years and could be canceled
at therequest of any of the stakeholders, or if management failed to reach the financia
objectives. According to the contract, in addition to the above responsibilities, the
management team was to ensure that the financia objectives were met. If for some reason the
underlying financid assumptions were to change, management was obligated to inform the
Minigtry of Finance and submit the changesin the financid objectives to the ministry and the
BOM.

Thefinancia estimates governing the management contract were based on the financid
assumptions within the MOU. Minimum capitd was estimated to Sart a 0 and grow after
December 2000; positive income on a quarterly basis was to start only in September 2001.
The balance of loans prior to recapitaization wasto sart at MNT 576 million and decline to
0, and the capital risk—weighted asset- sufficiency ratio was to sart at 0 and increaseto 8
percent over the course of the contract. Moreover, the balance of OREO (other real estate
owned) prior to recapitalization would start @ MNT 338 million and decline to O over the
course of the contract. Tota nonperforming loans based on loans made subsequent to
recapitdization as a percentage of new loanswould start at 0 and be alowed to grow to 5
percent and then to 10 percent.

The contract was signed with DAI of Bethesda, Maryland, to manage the bank. Funding was
provided by USAID, and an externd management team took control of the bank in August
2000. DAL, under USAID, brought in J. Peter Morrow, chief executive officer, and Debra
Boyer, chief operating officer, to manage the bank on afull-time basis.

V. GOVERNMENTAL FACTORS

On Jduly 2, 2000, dightly more than aweek after the MOU was signed, Mongoliahdd its
nationa dections, during which the Mongolian People€' s Revolutionary Party (MPRP)
defeated the Democratic Party.

Origindly, the MPRP looked to the Ag Bank to be a“development bank” that functioned as
an adjunct to the government, and it considered developing a government- sponsored
ingtitution to undertake rurd finance. Such a strategy, however, would have introduced
difficultiesinto the financial market. Scarce financia resources would have been diverted to
unproductive sectors and enterprises, depriving more-creditworthy borrowers. Moreover, a
government-sponsored bank could have proved a formidable competitor to private lenders
and would have crowded competitors out of the most productive relationships. Economicdly,
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it is better to encourage competitive private- sector initiatives than to apply government
resources without mitigeting the underlying risks. Any government participation in rura
lending should be clearly reflected in the budget, in order to limit its scope and maintain its
transparency. Therefore, one of the main factorsin the Ag Bank’ s future success would be
management’ s ability to find a successful resolution to the politicd influence that dominated
the bank for years.

V. CHALLENGES

In addition to keeping the Ag Bank independent from government influence, the

management team had many other chalenges ahead if it wasto achieve the bank’s
turnaround. For one, Mongolian risk assessment of loans and lenders was so bad that some
donors suggested that the bank be remediated without lending. The bank lacked an effective
credit policy, and poor risk assessment by bank lenders and poor credit decisons by senior
bank management had led to Sgnificant loan losses. Moreover, senior bank managers had not
been adequately held accountable for their lending activities. “Ordinary” people had rardly
been able to borrow from the bank, and most of the loansin the past went to the government
with no pressure to repay. A new credit culture had to be developed, one that would change
lending managers and customers perceptions of credit. Credit managers would be held
accountable for their lending decisions, and borrowers would understand that the bank’s
lending program would be fully trangparent and accessible to dl who qudified.

Another chalenge was to pilot new loan and deposit strategies and products to capture the
bank’ s target market, build fee income, and improve cash flow. Rura areas had seasond
credit needs. herders had substantia amounts of cash in spring from casmere sdesand in
autumn from meet sales. Other months, they had no income and suffered a gap between their
living and operating expenses. Thus, the bank needed to offer loans to accommodate the
seasondity of rurd herding.

The bank also faced a problem with deposits. Mongolians traditionaly had not used bank
accounts for savings or payment transactions. The bank therefore needed to improve its
customer service and introduce new services to attract depositors and encourage people to
open accounts.

Y et another obstacle was the existing perception of the Ag Bank. Surveys showed that 70
percent to 90 percent of the rurd population wanted to use banking services such as deposits
and payments but did not because of alack of trust. The bank was till seen asapaliticaly
driven organization. Marketing was urgently needed to improve the bank’ simage.

Moreover, dthough the bank’ s saff was well-educated and good at performing many day-to-
day banking tasks, the bank till had too much of a* state-sector” mentdity. A new culture
needed to be devel oped that encouraged staff to be revenue-driven and customer service—
oriented, combined with Strategies that harnessed their Kills.
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Thefind chalenge was to stabilize the bank o it could sugtain itsdlf using its own profits.
The bank’ s infrastructure needed to be reorganized and a successor management team
developed and trained so that the bank could be successfully privatized and become seif-
sudaning.

VI. STRATEGIES

In order to maintain the Ag Bank’ s independence, the management team informed
government officias that management was fully entitled to control the bank. The team made
every effort to make officids understand the need for an independent Ag Bank board and
external management, and thet USAID funding and the externa contract would end,
jeopardizing the US$32-million FSAC loan for Mongolia sfinancid sector. DA
management continued to emphasize to the government representatives on the BOD that they
were required under the MOU to keep the bank independent of the government. Findly, in
December 2000, management negotiated its relationship with the government.  Although
initidly suspicious, the government eventualy supported the remediation fully and

committed itsdlf to the bank’ s independence.

To change the bank’ s credit culture, management held the branch managers completely
accountable for the decisons they made. Additionaly, zero tolerance was given to politicians
locdly or nationdly who tried to influence lending. It was easier to impose this policy than it
would have been in the past because the externd management team was running the bank.
New policies and procedures were introduced to ensure that |oans were not being made to
customers who were not paying them back. Further, the |oans were structured to make them
easer to pay back. Everything was standardized to make the procedures easy to implement
and follow at dl leves, and intensive training was conducted to improve the loan-assessment
process.

A loan strategy was put in place to meet the needs of alarge segment of the market, ensuring
diversfication by product and geographica area. The god wasto pilot quickly new products
and then rapidly expand their delivery throughout the countryside. The Ag Bank developed
targeted loans, made in smal amounts and to many borrowers (see Table 2), and
continuoudy trained staff to monitor proper loan implementation intensively. All loans were
tied to specific cash flow and fully secured, alowing meaningful pendties for nonpayment.
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Table 2: Ag Bank Loans, as of December 31, 2002

oate | ot wumber [ ToeANeT | T T Tor Ve

Loty el LI;Londcuhcet d I;‘;tﬂ?g:d Disbursed Loans Outstanding
($000) Outstanding ($000)

Small business | Nov. 2000 49,389 $57,452 11,172 $14,080
Pensioners May 2001 286,420 $15,955 47,497 $2,803
Herders Aug. 2001 10,034 $8,332 3,081 $2,874
Payroll-based Oct. 2001 52,537 $11,346 21,956 $4,160
Other 2001/2002 | 3,298 $3,140 892 $1,076
Total 401,678 $96,225 84,598 $24,993

Source: Ag Bank, 2003
Note: All loans were made in MNT and are converted here to U.S. dollars.

In the past at the Ag Bank, there had alway's been afocus on conservative lending. The
drategy was not to move dowly and focus on quick saturation at each branch. Rather, loan
products were integrated into the branches by existing staff, who were responsible for
delivering awide array of loan products. This ensured that the right products were weighed
properly in each market. Although most loans were till small trade/business loans, many
new products were introduced, including loans for pensoners, herders, smal and medium-
szed enterprises (SMES), employees, payrolls/consumers, and agricultural production.

The management team dso made changesto the Ag Bank’ s deposit strategy. The new
srategy was threefold: (1) increase the deposit base to fund the bank’ s growth; (2) increase
deposit diversity by attracting alarge number of diverse customers (business and consumer)
to solidify the bank’ s franchise and strengthen its network; and (3) lessen the bank’s
dependence on government sources of funds.

By introducing new deposit products that met the needs of the market and providing good
customer service, the bank has increased its deposit base more than 400 percent since the
takeover by the DAI management team (see Table 3). This growth hasin turn fueled the
growth of the bank, which has become the fourthlargest bank in Mongolia based on asset
gze. Additiondly, government deposits dropped from 52 percent of total deposits at the end
of 2000 to 18 percent at the end of 2002. The bank’ s management also had diminated
withdrawa feesto build a solid relaionship with its dients.

Table 3: Ag Bank Deposits, 2000 to 2002 ($000)

Deposit Category 12/31/02 12/31/01 12/31/00
Business entities $9,798 22% | $8,117 33% $3,663 28%
Individuals $27,028 60% | $7,752 32% $2,520 20%
Government $8,207 18% | $8,570 35% $6,712 52%
organizations
Total $45,033 100% | $24,439 100% | $12,895 100%

Source: Ag Bank, 2003
Note: All deposits were made in MNT and converted here to U.S. dollars.

The Ag Bank’s Turnaround: From | nsolvency to Profits
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Loan products encouraged deposits because direct debit and credit to a current account was
required for al loans. This meant borrowers had to open a current account in the bank if they
were not depositors. New deposit products included persona and business current accounts,
savings accounts, time depodits, pension direct deposts, and payroll direct deposits.

New transfer products, such as Quick Pay, Money Transfer, and Western Union, were dso
introduced, permitting transfers both within Mongolia and internationaly. The Ag Bank
expanded into the foreign currency exchange, cregting a new department to handle this area.
A unique, large network made the bank the best provider of nonurban foreign-funds
transfers. Because the bank could move foreign funds around essly, it could meet this
demand in rurd aress, such as by establishing foreign exchange offices at border-crossng
aress.

In order to break the existing perception of the bank as a“ state monopoly” and build public
trust in the bank, amgor public relations campaign was launched. The am of the marketing
wasto tell Mongolians that the bank was serious about its busnessand wasopento dl. A
new brand and image were developed by switching the nameto the initidism “XAAH,”
which trandates to “khan” or “king,” aname with strong local apped because of Genghis
Khan. Thiswas followed by televison and radio campaigns. Additiondly, longitudind
market research was conducted on Mongolians' attitudes in genera and to the Ag Bank in
particular. This provided vauable information for preparing tailored products and services to
customers and measuring the impact of the changes in the market.

A new human resources department was put in place to ensure more effective operation and
less corruption. Although 75 percent of the staff were college graduates and many had long
tenures at the bank and were loyd, there remained too much of a* state-sector” mentdity in
the bank. Therefore, dl bank policies and procedures were rewritten, and significant training
was conducted to reinforce the changes. Policies were aimed &t creating a Western-gtyle
culture with afocus on customers and revenues, and results rather then tasks. An incentive
compensation plan was initiated, with cash bonuses paid based on the bank’ s and the
individud’ s performances. Moreover, the bank implemented annua employee performance
evauations that were tied to annual salary increases.

. Figure 3: Earnings before Taxes (in millions of MNT
In order for the bank to sustain g g ( )

itsdlf via profits and good 1999 2000 2001
management, its infrastructure had

to be changed and its successor 4007
management trained. The head - .
office was reorganized with new and -100 - l

reorganized departments, including a2 3q 4q
Audit, Human Resources, 600
Internationa Settlements, and
Specia Assets departments. A new
charter was developed, and anew -1100 4

mission statement was adopted to
help motivate and focus employees: -1600 -

millions of MNT

Source: Ag Bank, Annual Report 2001

Development Alternatives, Inc.



13

“To be the dominant provider of financia servicesin the countryside and the main financia
link between urban and rurd Mongolia, by delivering firg- class products with the highest
level of customer service”” The new management introduced accrua accounting and other
Western standards. In the past, accounting was done by hand in aimag centers. The bank
now equipped them with |gptop computers and satellite communication links between the
amag branches and headquarters, alowing accounting to be done on a centra server at
headquarters. Thisinnovation enabled users to access updates throughout the system
immediately and made getting information about the current sate of the bank and accounts
much easer. Further, the bank’s control system was changed by putting more power in the
hands of the branches executive teams. Findly, continuous staff training was essentia to
the bank’ s sustainability. The GTZ provided assistance in establishing a professiona
training department at the bank, which sgnificantly improved the individud trainers ills.

VII. SUCCESSFUL TURNAROUND

The Ag Bank developed targeted products, distributed them through a wide network,
marketed them aggressively, raised interest rates and cut fees, trained staff, and raised wages
to meet the three objectives for remediation: restore financid soundness and profitability,
return financid servicesto the rura population, and prepare for privatization.

The first god was achieved in January 2001 (see Figure 3). Thiswasthe first time since
1997 that the bank had achieved profitability, and it has maintained it ever Snce. Pretax
earnings increased through 2001, from MNT 81 million in the first quarter to 563 millionin
the fourth quarter. This meant that return-on-average assetsincreased to 8.9 percent annually.

The bank achieved its second objective by expanding its rural network. The bank found
locations where it had closed branches or never had branches, and where profits could be
earned, and moved into these areas to fill the void in financid services. Indeed, one of the
major tasks achieved in 2001 was remediating the amag offices.

Findly, management succeeded in preparing the bank for privetization, itsthird objective. In
January 2003, the government received three vigble bids for the bank, al from strong and
fully qudified private-sector buyers. Ultimately, the bank was sold to H.S. Securities of
Japan for US$6.85 million, the highest bid. The sdle closed on March 25, 2003, and the new
owners have hired DAI to continue to provide management to the bank.

The bank has dso contributed to the improvement of the banking sector. Unlike the early
1990s, the ratio of M2 (the broad money supply) to gross domestic product (GDP), which
determines the scope of financid intermediation performed by the banking sector, has been
increasing (see Figure 4). Moreover, currency outsde banks as a percentage of broad money
has decreased, and the ratio of bank deposits as a percentage of GDP has grown. Thus,
cearly, Mongolids banking sysem has improved its financid intermediation in the past few
years. In its annua reports, the BOM has acknowledged the Ag Bank’s role in the restoration
of public confidence in rurd aress. In fact, the Ag Bank’s own polls show that the increase in

The Ag Bank’s Turnaround: From | nsolvency to Profits
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the bank’s deposits and current accountholders has come mostly from those who never used
banking services before.

Figure 4: Improved Financial Intermediation, 1999-2002
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There are severd reasons the Ag Bank has had such a successful turnaround.

Firgt, the bank was able to negotiate and achieve its independence from the Mongolian
government, obtaining the government’ s commitment to let the bank control itsalf without
any political pressures.

Second, the bank was able to identify and explait its competitive advantage. Management
found that the branch system it had was the Ag Bank’ s franchise vaue. Its network of
branches allowed the bank to do two things: serve the needs of the half of the Mongolian
population that no other bank reached, and handle the banking needs of the government,
commercid entities, and nongovernmenta organizationsin Ulaanbaatar thet did busnessin
the countryside. Although many branches were losng money a the time of the takeover by
the DAl management team, there wasllittle vaue to be gained by closing these branches

Development Alternatives, Inc.




15

because their overhead operational costs were very low. Instead, management aimed to
remediate these branches and open new offices.

A third reason for the bank’ s turnaround was the ingtitution’s new product strategy. The
bank aggressively introduced and marketed new products, both as loans and deposits. Loans
were targeted and given in smdl amounts to many borrowers. The bank aso created anew
class of borrowers by recognizing that the informal lending sector was ared competitor. The
bank was able to shift many borrowers to the formd financia system. Money dso “moved
out from under the maitress’ asindividua deposits grew from US$2.5 million to US$27
million from December 2000 to December 2002.

Tdented staff was the fourth factor in the bank’ s successful recovery. Although they were
unused to thinking strategicaly, saff were quick to grasp new products and marketing
gpproaches and implement them. In the countryside, staff members' knowledge of local
communities was essentid because they knew where and how to find potentia borrowers
who would pay the money back.

A fifth contributor to the bank’ s Success was management’ s commitment to understanding
costs and cutting unnecessary expenses. Management did not cut cogts right away, however;
it first took the time to understand the bank’ s costs. Management recognized that delivering
products and offering an acceptable level of customer service required certain costs and that
these cogts in turn would generate required revenues. On the other hand, management aso
redlized, an increase in revenues needed to be met with the cutting of unnecessary expenses
to promote profitability.

The bank was successful dso because it maintained low operating codts. It did not go after
high-end customers, but served the rural and low-income market segmentsingtead. Some
branches employed only two people, and in some locations hand ledgers and cdculators
sufficed for office equipment.

Finaly, donor support was essentia to the bank’ s turnaround. Recovery could not have
occurred without USAID’ s participation. Other bilaterd and multilatera entities, including
the GTZ, dso contributed sgnificantly. Internationa donors provided critical fundsfor
capita improvements and technical assstance. They aso helped to ensure the decision
making authority of the turnaround team. The World Bank and the Asan Development Bank
played alarge role in reaching an agreement with the Government of Mongolia, and USAID
funded the DAI team that led the Ag Bank’ s turnaround.

VIII. CONCLUSION
The successful turnaround of the Ag Bank was a hgppy ending to a“unique experiment” in

the Mongolian banking sector and, one hopes, the beginning of awesdlthy private bank’s
growth in the future.
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USAID approached this project in aflexible way and gave the bank’ s remediation a unique
design. The higtoric state-owned bank in the countryside was put under an externa
management team that was given full authority to run the inditution. The team pursued
successtul turnaround drategies that made the bank the main provider of financia servicesin
the rura areas of Mongolia. It now has the largest branch network in the country, with 356
locations, and provides deposit and loan products in each location.

The main lesson that can be learned from the “ experiment” is that a state-owned “ dinosaur”
bank can be and should be turned around and successfully privatized. The Ag Bank not only
has become one of the largest taxpayersin Mongolia, but it dso has contributed sgnificantly
to the country’s overal economic development by creeting more than 700 additional good-
paying jobs and boosting the economy in many communities.

At the same time, the Ag Bank has provided opportunities to women in senior management
positions and improved staff access to education and training. 1t has enhanced Mongolia s
culturd life by acquiring the first art collection by afinancid ingtitution in the country
featuring locd artids.

The Ag Bank’ s success dso indicates the importance of marketing. The bank’s effortsin this
arena, such as focused research, strong brand promotion, and products that respond to
customer demand, provided the income stream that enabled the bank to grow.

The Ag Bank’ s recovery proves that abank can be successful no matter what market it
serves. Indeed, the bank’ s experience shows that targeting low-income markets can bring
profits, as Mongolia s low-income populations are interested in banking services and can pay
for the products and services they need. The Ag Bank’s experience has shown that where
per-capitaincomeislow, there is alarge market for the right kind of deposit and credit
products, even if interest rates and fees are high.

In the future, the Ag Bank can explait its extensve network and potentia synergies between
the surplus savings of Ulaanbaatar and other cities and the seasond credit needs of the rurd
areas. The bank can diversfy its credit risks, expand its city-based operations, and balance
its city operationswith itsrurd ones. In that way, the now-privatized Ag Bank can have a
profitable and successful future.

In June 2000, USAID took somerisksin getting involved in an insolvent inditution, but

three years later, through effective management and the right gpproach, the agency has ended
up with an aid project that has achieved more than the intended results.
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